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Calculating Trade Damages in
the Context of the World Trade
Organization’s Dispute
Settlement Process

Jason Bernstein and David Skully

Since its inception in 1995, theWorld TradeOrganization (WTO) dispute settlement system
has received over 250 notification of trade disputes. While most have been settled, in a
few cases the WTO arbitrators had to approve damage awards. This paper will use one of
these cases (Hormones) to explain themethodology arbitrators use to calculate damages and
how thismethodology differs from an efficiency-base measure ofwelfare that economists
would instinctively provide. Yet, there are rational reasons for this difference and the
arbitrator’s methodology does a better job of providing incentives for countries not to
violate trade agreements.

One of the major achievements of Uruguay Round was the establishment of
a new dispute settlement system for the World Trade Organization (WTO).

Since its inception in 1995, the system has received over 250 notification of trade
disputes involving distinctmatters. However, only a few cases have gone through
the fina stage—retaliation—where the Dispute Settlement Body (DSB) awards
damages for a country’s failure to comply with its obligations under the WTO
agreements. Two of these cases involved agricultural trade and received much
media attention in the late 1990s—the Bananas dispute and the Hormones dispute,
both involving the United States and the European Union (EU).
The DSB’s job is arbitration. We argue that arbitration requires a different

kind of economic analysis than what we, as international trade economists,
would instinctively provide. An arbitrator’s measure of trade impairment (dam-
age) is not commensurate with an economist’s efficiency-base measure of
deadweight welfare loss. The DSB estimates trade impairment as foregone
sales; it is a rectangle of foregone revenue, not a triangle of foregone welfare.
There are, however, very rational, nonpolitical reasons for this difference. The

� Jason Bernstein and David Skully are economists at the Economic Research Service of
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Hormones case illustrates thekindof economicarguments andevidenceeffective in
arbitration.

Economists Think Triangles; Arbitrators Think Rectangles
Arbitrators and economists use different measures of damages because they

pose different questions: Economists are concerned about eff ciency, while arbi-
trators are concerned about dispute resolution and distributional justice. Arbitra-
tors and economists do not differ as to the facts of the case: They differ as towhich
facts to emphasize.
In trade disputes, arbitrators and economists wish to determine the magnitude

of the alleged damage or trade impairment. The analytical problem is to com-
pare the world with the policy to its counterfactual, the world without the policy.
Consider the imposition of a specif c tariff, t, on a freely traded good (f gure 1).1

The tariff does not affect the world price of the good, P, but it increases the do-
mestic price to P∗ = P + t. The higher domestic price encourages domestic f rms
to increase production from Q to Q∗ and causes domestic consumers to reduce
consumption from C to C∗. The volume of duty-free imports is QC∗ and its value
is the area D + E + F. Import volume with the tariff is Q∗C and its value is the
area E. The tariff reduces import value by D + F.
The economic analysis of the welfare or eff ciency loss from the tariff identif es

income transfers between sectors (rectangles) and dead-weight welfare losses

Figure 1. Partial-equilibrium analysis of a tarff (small country)
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Calculating Trade Damages 387

(triangles). The tariff reduces the welfare of domestic consumers: Their loss of
surplus is the area A + B + tariff revenue+ G.A + B is a transfer from consumers
to producers, “tariff revenue” is a transfer from consumers to the government,
and rectangle G is a net welfare loss. The protected industry benef ts from the
tariff: Revenue increases by the area A + B + D. B + D is payment to factors
of production, leaving a net surplus, or rent, equal to A. The tariff contrives an
opportunity for the less eff cient domestic industry to supply output QQ∗ at a
higher resource cost than foreign f rms. Triangle B is thus a net welfare loss.
The net welfare or eff ciency loss caused by the tariff is the sum of triangles

B and G. All other effects are transfers between domestic agents and, from a
national welfare perspective, they net out. The answer B + G will not resolve
a trade dispute, however. The dispute concerns the unrequited and unilateral
transfer of resources from one trading partner to another. The damage is the
reduction in trade caused by the tariff. The arbitrator’s measure of damage is the
sum of rectangles D and F, an area far larger than B + G. From a law-enforcement
perspective, the economist’s measure, B + G, is not suff cient to deter a revenue-
seeking and rent-creating government from imposing the tariff. Nor would a f ne
of B + G likely be suff cient to negate the realized gains of A + tariff revenue.
If the economic measure of welfare loss were employed, there would be lit-

tle downside consequence to violating WTO obligations.2 Nor would there be
much incentive for injured parties to initiate disputes within the WTO’s dispute
settlement process. The credibility of the WTO and its dispute settlement mecha-
nism would collapse. Judicial bodies have devised means of getting around this
problem as the next section illustrates.

The Crime of Roscoe C. Filburn
In 1941, Roscoe C. Filburn ignored USDA wheat allotment regulations and

planted 11.9 more acres than allowed. From these acres, Filburn harvested 239
bushels of wheat and was f ned 49 cents per bushel, a sum of $117.11. Filburn
refused to pay. After numerous appeals, the case reached the U.S. SupremeCourt,
which ruled in the USDA’s favor.
Filburn’swheat did not leave his farm:He used it for seed and feed.He asserted

that what he produced and consumed on his private property did not concern the
federal government. The USDA countered that changes in on-farm consumption
ofwheatwas themajor sourceofvariability in themarketedsupplyofwheat.What
was true in aggregate was also true of the individual farm. The Court concurred:

That [Filburn’s] own contribution to the demand forwheatmay be trivial by itself
is not enough to remove him from the scope of federal regulation where, as here,
his contribution, taken together with that of many others similarly situated, is far
from trivial.3

This is thedoctrine of aggregate or cumulative effect. It poses thehypothetical—
what if everyone did that? If other farmers did as Filburn had done, it would have
undermined the wheat production restriction program; therefore no farm should
be exempt simply because the wheat remained on-farm.4 The Court determined
that Filburn’s use of the marginal bushel of wheat on his farm was an act of
interstate commerce and thus subject to federal regulation. Wickard v. Filburn
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Figure 2. Triangles and rectangles in Wickard v. Filburn

remains on Constitutional Law reading lists because the decision allowed a very
broad interpretation of the scope of the interstate commerce regulatory powers
of the federal government.5

Filburn’s crime was to produce 239 excess bushels of wheat, making the 1941
harvest 943,126,761 bushels rather than 943,127,000. Filburn increased the supply
of wheat harvested by 0.000025%, a trivial change by any standard.
The “damage” caused by Filburn’s action can be approximated by the shaded

triangle in f gure 2. The additional 239 bushels inf nitesimally increased supply
and reducedprice. For any rangeof elasticities, consumersgainmore thanproduc-
ers lose so welfare increases though the domestic wheat allotment program had
nothing to do with welfare maximization or allocative eff ciency; the allotments
were imposed to increase commodity prices and farm income.
There are two hypotheses about the economic damage caused by Filburn’s

actions and the penalty imposed: Each hypothesis corresponds to a shaded rect-
angle in f gure 2. The horizontal hypothesis is that Filburn’s excess production im-
posed economic damages on all other wheat producers by increasing the supply of
wheat by 0.000025% and reducing the price received by other producers propor-
tionately. The damage equals the area of the shaded “horizontal” rectangle. Our
upper bound estimate of the price change is only 0.00010%; but when multiplied
by 943,126,761 bushels, the result is not trivial.6

The vertical hypothesis is that the f ne is a penalty to deter free riding on thewheat
allotment program. The 49-cent-per-bushel f ne was half of the 1941 parity loan
rate for wheat. The f newas not calculated to be an estimate of the horizontal rect-
angle of damages; rather it was a suff ciently large unit penalty to induce program
compliance. The penalty is roughly half the area of the “vertical” rectangle.7
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Calculating Trade Damages 389

The vertical or penalty hypothesis is more plausible than the horizontal or
damage hypothesis for the Filburn case. The unit f ne was established ex ante
to induce program compliance, that is, it was a penalty. Filburn’s f ne was not
based on an ex post estimate of trade damages, nor was the f ne revenue used as
a basis for compensation to the damaged parties, as in a WTO dispute or a civil
case.
The Filburn case shows that for the administration of justice to be credible,

the compensation-granted injured parties must be suff cient to deter potential
offenders—it must serve as a prospective penalty. Compensation must also be
suff cient to induce injured parties to pursue compensation claims, but not so
great as to induce opportunistic, nuisance cases.
Of the three areas—the horizontal rectangle, the triangle, and the vertical

rectangle—thevertical rectangle is theeasiest todetermineexpost. It is theproduct
of the market price, which can be observed, and the volume of trade impairment,
which can be estimated by the construction of the appropriate counterfactual. The
other two areas require an elasticity. One way to inhibit settlement and prolong a
dispute is to introduce arguments about the “appropriate elasticity.” Arguments
about elasticities are digressions: Arbitrators avoid them. What arbitrators want
is a straightforward method of calculating damages based on the difference be-
tween the actual market situation and the situation that would have occurred if
the offending measure were withdrawn.

Weighing Evidence
The example above shows that arbitrators view damages differently than

economists. This is not to say that all arbitrators or all economists think alike.
However, arbitrators are more likely to view damages as a penalty measure to
discourage further violations of the law while economists regard damages as a
measure of the net welfare loss caused by the violation in question. Since a dam-
age award equal to a measure of lost welfare would not be rational from a legal
perspective, an alternative is to estimate the amount of economic damages caused
by the violation in question. Wickard v. Filburn showed that there is a way to cal-
culate a penalty that can discourage future violations of the law and, at the same
time, approximate the economic damages caused by the violation.
This still leaves the question as to how arbitrators actually determine this

penalty fromthedamageestimatesprovidedby theparties to thedispute.TheDSB
panel operates under the rules of conventional arbitration (in contrast to “f nal-
offer arbitration”) where the panel simply renders a decision that represents their
assessment of the level of impairment. The settlement may be a compromise be-
tween the parties’ f nal offers. Arbitrators cannot award punitive damages and
are under no obligation to base their calculations on decisions in previous cases.
DSB panels request both written and oral presentations of the disputants’ esti-
mates, including a description of the methodology used. The DSB, in turn, asks
questions of their own (both during and after the hearing) which disputants are
expected to answer.
One theory of conventional arbitrator behavior is that arbitrators determine

the f nal damage award by a simple mechanical compromise between the par-
ties’ f nal offers (Benson; Cooter and Rubinfeld). Bloom f nds that conventional
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arbitrators tend to mechanically compromise between the parties’ f nal offers,
with virtually no evidence of systematic reference to the facts of the case. This
strategy of “splitting the difference” between parties’ estimates is not naı̈ve: It
may be optimal for arbitrators who want to appear impartial. The WTO and
other multilateral bodies may be particularly sensitive to such criticisms. A
mechanical compromise is also easier and less time-consuming than weighing
the facts in each case, particularly in complex trade cases such as Bananas and
Hormones.
However, when f nal offers convey information about the facts of the case,

“splitting the difference” ceases to be a plausible description of arbitrator
behavior.8 Farber suggests that arbitrators use f nal offers as a source of infor-
mation about facts. In a study of awards by 64 professional arbitrators in 25
simulated cases, Bazerman and Farber found that arbitrators weigh facts more
heavily than offers. The facts become increasingly important as the offers diverge,
contradicting “the naı̈ve split-the-difference view of arbitrator behavior” (p. 76).
Of course, this still does not explain how arbitrators in general and the DSB

in particular weigh the facts and offers to determine the level of damages. One
hypothesis is that arbitrators determine the f nal damage as a weighted average
of the parties’ offers. Each disputant faces a trade-off between the magnitude and
credibility of its offer. Plaintiffs have an incentive to inf ate claims, but not somuch
as to undermine credibility. Similarly, defendants have an incentive to low-ball
estimates, but they cannot be so low as to lack credibility. Arbitrators hear the
two presentations and query both sides on points of fact and logic. The panel
then adjourns to weigh the evidence and determine a just settlement. Each claim
is decomposed into subclaims, each the product of an assertion and a monetary
value. Some assertions are clearly valid or invalid; others have plausibility. The
panel discards the invalid claims and weighs the value and plausibility of the
remaining claims to reach a defensible settlement value.
Under this hypothesis, arbitrators consider the facts of the case as presented to

them, butweigh the plausibility of the facts against the parties’ offers. The hypoth-
esis also offers a rationale of how it could appear that the arbitrators are simply
“splitting the difference” to calculate damages. If both parties have an equal ten-
dency to over- and underestimate their offers respectively (i.e., the weights are
about equal), then a weighted average would approximate the simple average of
the parties’ offers. That arbitrators’ damage awards approximate the average of
the disputants’ claims is an incentive for the parties to settle rather than pursue
arbitration.
Disputants usually decide to continue to litigate—not settle—if their respective

estimates of the damage are far apart, that is, if the expected gain from further
litigation exceeds its cost (Posner). If disputants face similar litigation costs, a
good way to inf uence a settlement would be to make the plaintiff’s and defen-
dant’s estimate of the damage equal, or at least to reduce the difference between
the two estimates. Therefore, arbitrator decisions may appear to be mechanical
compromises of the parties’ f nal positions, but only because the parties aligned
themselves around thearbitrator’spreferred settlementpoint (Bloom;Ashenfelter
and Bloom; Farber; Gunderson; Ashenfelter).While arbitratorsmay not explicitly
calculate the f nal damage award as the average of the two parties’ estimates, such
a methodology will result in most cases being settled.
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Calculating Trade Damages 391

The next section explains how the DSB arbitrators calculated damages in the
Hormones case (hereafter referred to simply as Hormones.) Hormones is unique in
that it describes the methodology the DSB panel used to determine the f nal dam-
age number and provides a summary of how the panel weighted the disputants
claims.

The Hormones Dispute
In 1989, the European Commission (EC) imposed an EU-wide ban on the im-

ports of all animals and meat treated with growth-promoting hormones. This
restricted almost all imports of High-Quality Beef (HQB) and Edible Beef Offal
(EBO) from the United States and Canada. The EC contended that it enacted the
ban to protect consumer health and safety. The United States and Canada claimed
thebanviolated the Sanitary andPhytosanitary (SPS)Agreement: Itwasnot based
on scientif c principles, on risk assessments, or on guidelines for acceptable risks.
Under the pre-Uruguay Round dispute settlement system (Article XXIII), the EU
was able to block dispute settlement. TheUnited States retaliatedwith restrictions
against imports of EU products (Stewart).
In 1996, theUnitedStates andCanada requestedWTO-based consultationswith

the EU, the f rst stage of the then newly formedWTO dispute settlement process.
After attempts at settlement failed, a DSB panel report in August 1997 found that
the EU hormone ban did not comply with the SPS Agreement and the EU’s WTO
obligations. A DSB appellate panel report in January 1998 upheld this f nding
and gave the EU 15 months to comply. In May 1999, after the 15-month period,
the EU announced it would not remove the ban. In June 1999, the United States
and Canada asked the WTO for authorization to suspend tariff concessions to
the EU in the amounts of US$202 million and C$75 million, respectively. The EU
countered that impairment was US$53.3 million for the United States and C$3.5
million for Canada. In July, theWTO authorized the United States and Canada to
suspend concessions of US$116.8 and C$11.3 million, respectively.

General Principles Underlying the DSB’s Calculations

Gross Trade
The DSB estimated the gross value of U.S. beef exports to the EU (both HQB

and EBO) impaired by the ban. This is similar to the vertical rectangle in f gure 2.
The rectangle overestimates the damage to total U.S. export revenue, which is
similar to the triangle in Figure 2. The EU consumed a small portion of the world
HQB supply because of a preexisting quota on HQB imports. However, the EU
consumed a suff ciently large share of world EBO trade to affect world prices, so
the ban reduced total EBO demand and reduced the world price. This encour-
aged EBO imports in other markets, particularly in Asia. Although much of the
export revenue lost in the EU market was regained from sales to third countries,
the DSB did not consider this fact in the Hormones case. As in Wickard v. Filburn,
the rectangle methodology was used in the Hormones case because it is simple,
straightforward, and, while not sophisticated, does a reasonable job of approxi-
mating the amount of impairment caused by the ban.
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Bilateral Trade
The DSB only considers bilateral trade damages imposed on the complainant

by the defendant: No third country effects are considered. The DSB emphasizes
this point in Bananas (European Communities, 1999b)

We are of the view that the benchmark for the calculation of nullif cation or
impairment of US trade f ows should be losses in US exports of goods to the
European Communities. . . . However, we are of the opinion that losses of US
exports in goods or services between the US and third countries do not constitute
nullif cation of impairment of even indirect benef ts accruing to the United States
under the GATT or the GATS for which the European Communities could face
suspension of concessions. . . . (§ 6.12, p. 37)

The DSB identif es two principles—that nullif cation or impairment is measured
by trade and only by trade between disputants.

Reciprocity
The “rectangles” methodology also adheres to the WTO/GATT principle of

reciprocity, though this is not a principle the DSB explicitly used to determine
damages in Hormones. The reciprocity principle is that in negotiating tariff reduc-
tion, each country should make equivalent tariff concessions. Tariff concessions
are not calculated based on estimates of how distorting each country’s tariff is
but rather all tariffs are eliminated or harmonized by a specif c amount. For ex-
ample, all agricultural tariffs are reduced (or eliminated) by a specif c percentage
of the entire volume of trade. Portions of that trade are not exempt depending on
measures of producer and consumer welfare. Therefore, since tariff concessions
are negotiated as blocks of trade (i.e., rectangles), then it is logical and consis-
tent with WTO principles that the suspension of tariff concessions should also
be calculated as rectangles. Calculating trade damages as revenue losses may be
a clearer demonstration of the reciprocity principle than calculating damages as
welfare losses.

Framing and Estimating the Counterfactual
In Hormones, the DSB panel estimated impairment as the value of EU imports

from the United States and Canada foregone or “lost” because of the ban. The
counterfactual is the volume that would have been imported had the EU hormone
ban not been in place. Two types of beef were affected by the EU ban: High-
Quality Beef—used by hotels and restaurants, and Edible Beef Offal—hearts, liv-
ers, kidneys, tongues, sweetbreads, and tripe, among other by-products. These
are two distinct products trading in distinct markets and with different trade
regimes.

High Quality Beef
The HQB counterfactual was relatively simple to construct. Because the EU

maintains a Tariff-Rate Quota (TRQ) on HQB imports from the United States and
Canada and because the overquota tariff is prohibitive, the in-quota volume pro-
videsanupperbound. Impairmentwasmeasuredas thedifferencebetween the in-
quotaTRQvolumeand the actual volumeofHQB imports during a representative
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Calculating Trade Damages 393

period multiplied by a representative HQB price. The DSB also needed to deter-
mine the U.S. and Canadian shares of the TRQ: It ruled 92% and 8% respectively.

Beef Offal
TheDSB’s counterfactual for beef offal wasmore diff cult to construct. The DSB

Panel’s counterfactual was the value of offal that would have been imported had
the ban been removed on May 13, 1999. The Panel’s choice of date is important.
Although the ban had been in dispute for over 11 years, it was only in 1998 that
the DSB found it to be inconsistent with the EU’s WTO obligations. The DSB
ruled that the ban was only in violation of WTO obligations once the 15-month
implementation period had passed, that is, onMay 13, 1999. Only then could one
argue that the ban improperly impaired trade.
The complainants assumed a different counterfactual. They presumed the EU

ban was in violation retroactively. They asked what the level of imports would
have been had the EU never imposed the ban. The two counterfactuals might be
similar if the ban had no long-term impact on the structure of the EU beef offal
market. Removing the ban would simply allow trade to return to its long-term
trend. However, if after 11 years, structural changes were induced by the ban,
then removing it would shift trade to a different long-run trend and distribution
of trade.9

Prior to the ban, EU beef offal imports faced a 4% tariff and some routine health
and safety standards: There was relatively free trade in beef offal. However, there
was a declining trend in EU beef offal imports from the United States in some of
the years before the ban took effect (f gure 3). The complainants, the EU, and the
DSB all provided different theories on the reasons and importance of this decline
in their respective counterfactuals.
As shown in f gure 3, the United States and Canada assumed that there would

be not be a signif cant decline in beef offal imports if the ban had not been imple-
mented; the downward trend in imports in the time period before the ban was
only a short-run phenomenon.10 The EU assumed that there would be a signif-
icant decline in offal imports even if the ban had not been implemented due to
non-ban-related factors. The WTO counterfactual turned out to be between the
United States andEUcounterfactuals, but themethod theDSBpanel actually used
to estimate this counterfactual was somewhat complex. The panel f rst assumed
that there was a drop in EU beef offal consumption after the ban was imposed
(1989) that was unrelated to the ban itself. The DSB then estimated the counter-
factual level of beef offal imports from the EU by using a simple linear trend
extrapolating import data for the 8 years before the ban was enacted (1981–88) to
the 3 years after the ban (1989–91). The difference between the trend import level
and the actual imports of beef offal between 1989 and 1991 was assumed to be
the lost imports caused by the ban. Adding the annual average of this difference
to actual beef offal imports11 between 1995 and 1997 would be the counterfactual
level of imports. This counterfactual is equivalent to an 18.4% drop in EU beef
offal consumption (from the 3-year period before the ban) that can be attributed
to non-ban-related factors. The panel assumed that the volume of exports would
have declined in proportion to this decline in consumption if not for the ban.
At f rst, this approach to determining the counterfactual level of imports seems

plausible. Since there was a declining trend in EU beef offal imports in some
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Figure 3. EU beef offal imports from the United States
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of the years before the ban took effect, it would be reasonable to assume that
such a trend would continue even if the ban were not enacted. Moreover, using
a least-squares linear regression may not be the most sophisticated approach
to forecasting, especially when estimating imports only a few years after the ban
took effect, but such forecasts are thebest linearunbiased estimates (assuming that
classical assumptions hold.) One objection to the panel’s method is that imports
should be forecast as the residual of domestic production and consumption rather
than as a reduced-form function of import unit values. This method is almost the
opposite of the panel’smethodology,which f rst forecast a decline in imports then
translated this change into an equivalent change in consumption.

The DSB’s Determination of Facts
InHormones, the DSB panel acted like arbitrators in other formal dispute settle-

ment systems. The DSB used the same measure of economic damage: It used the
disputants’ f nal offers and the methodologies employed as a source of informa-
tion about the facts, and determined damages byweighting the conf icting claims
by their relative plausibility.
In the arbitration hearing, the DSB panel posed questions about production,

consumption, and trade. One issue the panel focused onwas whether there was a
signif cantdecline inEBOconsumptionunrelated to theban.Thepanel sought evi-
denceabout theplausibilityof the competing counterfactuals: Itwasnot especially
interested in the economic models used.
TheDSB concluded that therewas a prima facie case that therewas some decline

in beef offal consumption unrelated to the ban and gave relatively more weight
to the EU counterfactual (European Communities, 1999a). On other questions,
the DSB accorded more weight to the U.S. counterfactual. Based on data from the
arbitrators’ report, table 1 compares the damage estimates of the DSB, the United
States, and the EU.
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ForHigh-Quality Beef, theUnited States argued that damages should consist of
100%of the TRQ. TheEUargued that theUnited Stateswould not be able to f ll the
TRQeven if the banwere not in place and only used an approximate level of trade.
The DSB assumed that the United States was essentially correct and awarded
(92%) of the damages in this category that they asked for. Regarding deducting
the value of current imports, the United States argued that the counterfactual
level of damages should not be reduced by the level of current imports since the
EU planned to restrict all imports of beef, even hormone-free beef, in the future.
The EU argued that damages should be reduced by the full amount of current
trade. The DSB found the EU argument more plausible but only reduced imports
by 75% of current trade.
For Edible Beef Offal, the United States and the EU came upwith very different

estimates of lost trade. The United States claimed a larger value than the EU
and assumed there would be no signif cant, long-term decline in the beef offal
consumption in the EU if not for the ban. The EU used a much lower estimate
of the beef offal trade and made a signif cant (25%) reduction in imports because
of non-ban-related factors. As shown in f gure 3, the DSB seems to have split
the difference. They granted that the actual level of trade was closer to the U.S.
estimate but that there was a non-ban-related decline in EBO consumption in the
EU of about 14%. The EU also argued that 5% of the beef offal imports go into the
production of pet food and since pet food is not prohibited by the ban, the United
States could not claim compensation for such trade.
The DSB damage estimates are almost exactly equal to a simple average of

the two parties’ estimates as shown in the right hand column of table 1. This
result could be chalked up to coincidence except that in other arbitration cases,
the claim has been made that arbitrators “split the difference” when determin-
ing damages. We emphasize that it is naı̈ve to assert that the DSB simply “split
the difference” when calculating damages. However, let us assume that the DSB
is indeed weighing each of the party’s estimates by the relative strength of the
arguments presented. Assuming an equal tendency for the plaintiff and defen-
dant to overestimate and underestimate the damage amounts, respectively, it
is reasonable that the f nal weight for the two parties’ estimates would come
close to 50–50 and the damage award would approach an average of the two
estimates.

Conclusion
When calculating damages, the DSB desires a simple, straightforward method.

The arbitration panel is more interested in the arguments presented to defend
damageestimates than in thechoiceof economicmodelor formulaused.Thepanel
avoids complex methodologies that can be easily subject to dispute or criticism,
even if that means sacrif cing some accuracy in determining the exact amount
of damages. The DSB uses a methodology based on calculations of gross trade
between the twocountries that areparties to thedispute inquestion (“rectangles”).
Welfare measurements (“triangles”) or trade involving third-party countries are
not considered. Using such measurements would only expand controversy and
undermine the entire dispute settlement process. For this reason, the “rectangles
not triangles” is the methodology adopted in most arbitration systems.
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TheDSB, like other formal dispute settlement systems,must strike a balance be-
tween awarding damages that are too high and encouraging litigation and award-
ing damages that are too low and encouraging violations of WTO agreements.
In Hormones, a welfare analysis would result in much lower level of impairment
suffered by the United States as a result of the EU hormone ban (because third
party trade reduced the amount of “lost” exports) than an analysis of the gross
trade between the United States and EU.However, if theWTO actually calculated
damages using a welfare analysis or “triangles” methodology, this may act as an
incentive for countries to violate theirWTO agreements. The damage that a coun-
try may be forced to pay in such instances may be a small price compared with
the economic and political costs of removing the policy.12 There is also a problem
with using a calculation of gross trade or “rectangles” methodology, since it may
result in a f ood of new litigation. If a country thought it might get the full value
of the lost trade that existed before the WTO-illegal policy was put into effect,
there would be much greater incentive to petition the WTO for damages and are
less incentive to settle.
While it is true that our hypothesis does seem to correspond to certain facts

of trade dispute cases (the Hormones case in particular) and f ts theories of law
and economics literature nicely, it would be rash to assume that our hypothesis is
correct. It should be subject to more rigorous testing as more trade dispute cases
go through the arbitration process for damages. However, if this hypothesis were
true, this would have important implications for those calculating damages for
trade dispute cases in front of the DSB. A party to a dispute should concentrate
more on constructing good qualitative arguments to support its estimates and
developinganswers toquestions fromaDSBpanel thatwould likely support these
arguments. Less time should be given to developing complex methodologies or
economic models to forecast trade, since the DSB will likely favor a more simple,
straightforward approach in any case. In the least, we hope that this paper will
encourage further research on trade dispute cases or at least get people to think
about these cases a little differently.

Endnotes
1The analysis follows the textbook, partial equilibrium analysis of a tariff in a small country, for

example, Salvatore (90 ff.), Corden (5 ff.)
2The WTO Agreements are agreements between member countries. Citizens of member countries

cannot initiate disputes against their owngovernments or against foreignmember governments under
the WTO.

3Wickard v. Filburn 317 U.S. 111 (1942), page 128.
4Formally, the impact of a single agent, εX, may be trivial, but, in aggregate, the impact ofN agents,

NεX, is substantial.
5Wickardwas a radical departure fromCourt decisions of themid-1930s. It established an important

precedent; in particular, its expansive interpretation of the commerce clause was invoked to override
segregation laws in the Southern states—Heart of Atlanta Motel, Inc. v. United States, 379 U.S. 241 (1964),
Katzenbach v. McClung, 379 U.S. 294 (1964).

6Filburn’s f ne of $117.11 implies a wheat price elasticity of demand of −1.93. Wheat demand is
generally regarded as inelastic: Schultz estimated it to be −0.08, but this was for wheat for human
consumption. In Wickard, the USDA contended that it is the marginal demand for wheat as feed that
matters. Including the cross-elasticities of substitute feeds yields a more elastic demand for wheat,
even an elastic demand. So, the f ne imposed may have approximated the damage.

7The value of the vertical rectangle is $225.86, which equals the value of the horizontal rectangle
when the elasticity equals −1.

8Bloom also found that there was a substantial amount of unexplained variance in the arbitrators’
decisions.
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9If the counterfactual employed by the panel in Hormones is a precedent for future disputes, the
question of whether this will result in a different damage estimates than if the noncompliant measure
never occurred is deserving of further study.

10Interestingly, theU.S. andCanadauseddifferent economicmodels to estimate the level of imports
but came up with about the same number.

11The EUwas importing some hormone-free beef offal after the banwas implemented and claimed
that some hormone-treated beef offal was being imported for use in pet food.

12Of course, it is not the “country” that pays. It is the exporter who must pay the higher tariff
and the consumer who may have to pay a higher price. Indeed, most economists would say that the
suspension of tariff concessions as a way of penalizing countries is not only ineff cient but results in
a net welfare loss.
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